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ANTI-INFLATION PROPOSALS

MONDAY, MAY 22, 1978

U.S. SENATE,
ComMITTEE ON BaNgine, HousiNg,
AND URBAN AFFAIRS,
Washington, D.C.

The committee met at 10:05 a.m. in room 5302, Dirksen Senate
Office Building, Senator William Proxmire (chairman of the com-
mittee) presiding.

Present : Senators Proxmire, Sparkman, and Schmitt.

OPENING STATEMENT OF CHAIRMAN PROXMIRE

The Crairman. The committee will come to order.

Today we begin 2 days of oversight hearings on inflation and new
ways to reduce inflation.

There is 2 growing consensus that inflation is our No. 1 economic
problem. During the first 4 months of this year the rate of inflation
accelerated to a 12-percent annual rate, and recent estimates of the
underlying rate of inflation have been raised from 6 to 7 percent or
more. There is no way to deny any longer that we are caught in a
vicious inflationary spiral with wage and price inflation feeding on
each other.

About 1 month ago President Carter announced his anti-inflation
program which is based primarily on voluntary efforts to hold down
prices and wages. There has been some support for the President’s
programs but there has also been clear and strong opposition to it by
organized labor. About 2 weeks ago even though he was willing to
recognize the inflation problem George Meany would not agree to
support the President’s request for restraint. Yet it is obvious that if
the President’s anti-inflation program is to work, everyone—the ad-
ministration, the Congress, the Federal Reserve, business, and labor—
must make a commitment to short-circuit the inflationary spiral.

It has become increasingly clear that the monetary and fiscal poli-
cies that could reduce inflation to an acceptable level are politically
unachievable. I found that out 2 weeks ago when the Senate wouldn’t
reduce spending by $25 or even $5 billion as I recommended. Also,
the Federal Reserve has repeatedly told this committee that it needs
help in fighting inflation so that monetary policy does not have to cre-
ate a situation where credit is excessively tight and interest rates
skyrocket.

Everyone agrees that wage and price controls won’t work and
shouldn’t be used. There is no interest at all in using wage and price
controls in this committee and there shouldn’t be.

1)
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So what are we left with to combat inflation beyond a hope that
everyone will volunteer for the President’s fight against inflation ?
“'Well, the reason that these hearings are being held is that we have
been told by some eminent econoniists that there is a new approach to
reducing inflation that deserves to be given serious consideration.
This approach would use the Federal tax system to provide incen-
tives to business and labor to comply with disinflationary guideposts.
No blame would be assigned to cither business or labor for creating
inflation by the proposed programs, and furthermore, compliance
with the guideposts would be voluntary with the tax incentives pro-
viding the inducement to hold to the guidelines. These incentives
would be similar to the incentives provided by the investment tax
credit which is already part of the tax system.

OPENING STATEMENT OF SENATOR SCHMITT

Senator Scumirr. The Carter administration’s activities become
more disturbing as time goes on, and there is a continuing impression
that the President blames the country rather than Government for
our economic problems.

The President’s influence on economic monetary policy is through
fiscal, and other policy recommendations to Congress, and through
moral persuasion. Frankly, in the eyes of this Senator, both the
policy recommendations and the moral persuasion are inadequate.
One shot tax cuts without spending cuts and the magnitude of the
recently imposed coal settlement are only the most recent examples of
this administration’s lack of fiscal leadership.

The Carter administration seems to have recognized that inflation
must be reduced, but many of the policies supported by the adminis-
tration will significantly increase the rate of inflation:

One: New social security taxes for 1978 will add $6.8 billion to em-
ployers payroll costs. Over the next decade, the total increase in social
security taxes will amount to $113 billion for employers and the same
amount for employees, according to the House Ways and Means
Committee.

Two: Proposed energy taxes will mean higher fuel costs for utili-
ties, industry, and consumers. According to testimony given by
Treasury Secretary Blumenthal before the House Ways and Means
Committee, under the Carter energy plan, if enacted as proposed, the
f)\merican people would have faced almost $177 billion in new taxes

y 1985,

Three: For the businessman and consumer alike, the cost compli-
ance with Federal regulations and their attendant paperwork repre-
sent purely inflationary costs, The cost of federally generated regula-
tions and the attendant paperwork add $102.7 billion in inflationary
pressure according to a recent study by Murray Weidenbaum pre-
pared for the Joint Economic Committee.

It is clear that the most critical economic problems facing us
domestically and internationally are government created inflation,
declining productivity, unemployment, and overregulation of the
economy. Although the symptoms of these problems reinforce each
other, there are gradual common sense solutions to each problem. If
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we begin to solve these problems, and show some patience as solutions
begin to take effect, the symptoms will begin to recede.

Let me once again suggest the following “common sense” ap-
proaches to these four problems. These approaches should be thought
of as an interrelated package of scheduling goals rather than absolute
goals.

INTFLATION

Our 5-year fiscal policy should (1) Reduce the net Federal deficit
by $10 billion per year; (2) permanently reduce taxes on the produc-
tive portions of our econony by $10 billion per year, and (3) reduce
the rate of growth of the Federal budget by 2 percent per year.

The Federal funds rate should be held below 7 percent so that the
credit market can stabilize and related pressures toward a recession
can be reduced or eliminated.

Monctary policy should reduce the gap between the quarterly aver-
aged growth of M, and the quarterly averaged growth rate of real
GNP by 0.5 percent per year until rough equality is reached.

‘Congress should allow for graduated mortgage rates to reduce any
short-term adverse effects of possible increased interest rates as a
consequence of tighter money growth.

Management and labor policy in the private sector must jointly
bear the burdens of reducing demands for price and wage increases
as a strong incentive for the Government to also show restraint,

TUNEMPLOYMENT

Tax policy should establish annual permanent decreases in personal
and business taxes which will (1) Encourage small business develop-
ment and hiring; (2) create increased long-term demand, and (3)
create investment in increased labor-intensive productions.

Congress should gradually increase the incentives for able-bodied
persons on welfare to seek private sector employment or training for
future private sector employment.

Monetary policy should be one of restraint so that business and in-
vestment confidence can contribute direetly to the creation of private
sector jobs.

Federal tax policy should be one of gencral reduction so that the
bottom rungs of the economic ladder to success are restored for un-
employed youth and for those with dreams of starting their own
business.

ENERGY

Regulatory and tax policy should create incentives for production
and efficient use of our vast domestic resources of oil, natural gas,
coal, uranium, geothermal and solar energy so that energy costs can
be driven down by competition and increased domestic supply.

The administration and the congressional majority do not under-
stand that the high cost of cnergy is caused by Federal regulation
that prevents the increases in domestic production that can break
the back of the OPEC cartel.

It is not caused by too little encrgy regulation and taxation.
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The guarantee of a free market price structure for new domestic
oil and natural gas would rapidly begin the discovery and production
of a resource base of at least 300 billion barrels of oil and 700 trillion
cubic feet of natural gas. That would provide several decades of sup-
ply while we develop alternatives as fast as we can but without the
threat to national security we now face.

REGULATION

Federal regulatory policy must be streamlined so that Congress can
review major regulatory programs for their economie, judicial, and
paperwork impacts on the economy. I have introduced the Regulation
Reduction and Congressional Control Act of 1978, S, 2011, which
would accomplish this aim.

I hope that during these hearings on anti-inflationary proposals,
this committee will give its primary attention to the major source of
inflationary pressure in our cconomy: The Federal Government.

It is a simple fact that every first-year student of economics learns,
“As the supply of a commodity increases. its price, or value, de-
clines.” That is just what the Government has done with the dollar.
By putting too many dollars into circulation, the value of each of
them has been diminished. It is pointless to call upon the rest of the
country to forego the pay increases that will allow them to keep up
with the declining value of the dollar. We must address ourselves to
ending inflation through changes in Federal policies instead.

The Cramyax. We are honored today to have some of the econo-
mists who first recommended the new tax-based, anti-inflation poli-
cies here to give us their views on inflation and to explain how their
proposals would work toward reducing inflation.

Our witnesses today will appear as a pancl. They are the Honor-
able Henry Wallich, a member of the Board of Governors of the
Federal Reserve System; Dr. Arthur Okun, a senior fellow at the
Brookings Institution and former Chairman of the Council of Eco-
nomic Advisors; Mr. David Lilly, who has recently been a member
of the Federal Reserve Board and who will soon take on the responsi-
bilities of dean of the business school at the University of Minnesota;
and Mr. Emil Sunley, Deputy Assistant Secretarv of the Treasury
for Tax Analysis.

I would like to ask our witnesses to come forward if they would
and I would like to ask our witnesses to limit their oral statements if
they would to 10 minutes if possible. There will be a light—I hope
you can see it—right in front of me here. The green light will go on
for 9 minutes, then a yellow caution light for 1 minute, and then the
red light suggests that your 10 minutes are up.

Governor Wallich, go right ahead, sir.

STATEMENT OF HENRY C. WALLICH, MEMBER, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. WarricH. Thank you, Mr. Chairman.
[Complete statement follows:]
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Statement by
Henry C. Wallich
Member, Board of Governors of the Federal Reserve System

I am pleased to prasent before this distinguished Cownittee
my personal views on the subject of tax-based incomes policies (TIP).
Among the several versions of TIP that have been under discussion,
my testimony will focus on the approach colloquially referred to
as the "astick approach," on which Professor Sidney Weintraub of
the University of Pennsylvania and I have collaborated since 1971.
The stick version of TIP seeks to restrain inflation by imposing
a tax on employers granting excessive wage increases. There is no
interference with the forces of the market: employers who, for some
reason, wish to raise wages substantially, can do so; TIP, therefore,
in no way involves wage and price controls.

Various other forms of TIP have been proposed, especially
the "carrot” approach, which rewards employers and employees for
maintaining moderation in wage Iincreases. A fow comients on the
differences between the two approaches will be made later in this
testimony. I would like to stress, however, that what counts at
this time is the general principle rather than the specifics. What
needs to be examined now is whether any form of TIP can contribute
to restraining inflation, rather than whether one or the other version
may be preferable.

If other well-functioning weapons against inflation were
readily available, there would be no need to discuss TIP. It is
because the orthodox mathods work slowly that leads m2 to believe
that & device such as TIP, despite its obvious incouveniences,

deserves consideration at this time.
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Fiscal and monetary policy, the orthodox weapons against
1nf1ation, so far have not been successful in winding it dowm. This
does not mean that they would be without effect in the long run. Nor
do I believe that the cost of applying them, measured against realistic
alternatives, would be as high as is sometimes believed. The altermative
to successfully combating inflation is not a constant rate of inflation.
We do not have the.choice between doing something about inflation and
leaving it alone. Left alone, it will accelerate. This tendency
results from the fact that inflation increases the degree of uncer-
tainty with which all participants in the market must cope. Thus
business, labor, borrowers, lenders will all tend to inject mounting
insurance premia into their wage, price, and interest rate behavior
to guard against the contingency of higher inflation. Inflation
itself tend§lto generate accelerating inflation unless effectively
restrained. Accelerating inflation, however, means sure recession
sooner or later. The cost of letting inflation rum, therefore, is
higher than even a costly form of restraining it. v

TIP, moreover, should not be viewed as an outright alternative
to monetary and fiscal restraint. In 1971, wage and price controls
were viewed as such an alternative, and fiscal and monetary policy
accordingly turned expansive. I do not believe that TIP could
offset the consequences of excessively expansive monetary and fiscal
policies. Some restraint by use of these traditional tools will continue

to be needed.

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



Nevertheless, an appropriate combination of TIP and
the standard tools of fiscal and monetary policy offers great
promise for the longer rﬁn, once the present inflation has been
wound down. TIP, continuously employed, would exert continuous
restraint on wages and prices. This means that fiscal and monetary
policies could be somewhat more expansionary once reasonable price
stability has been restored. TIP would tend to reduce the "noninfla-
tionary rate of unemployment.'" Whatever the level of unemployment
congistent with reasonable price stability (or a constant rate of
inflation), the restraints imposed by TIP would tend to make it
somewhat lower. Fuller utilization of resources and larger output
would thus become possible. The payoff to a successful effort to

wind down inflation would thus become very large over time.

Distinctive Features of Carrot and Stick Approach

Both approaches rest on the well documented fact that
prices follow wages. Numerous researchers have arrived at that
conclusion. At the same time, of course, prices influence wages,
although the relationship is less close. There are other cost
factors that often are claimed to be responsible for inflation -
high profits, high interest rates, monopolistic practices, high
prices of food, of oil, and the depreciation of the dollar. While

at times each of these does exert an effect, the main factor governing
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prices nevertheless is wages. With about 75 per cent of national
income representing compensation of labor, it could not be other-
wise. All other elements, although at times possibly significant,
are bound to be small by comparison. Therefore, restraint of wages
means restraint of prices. Labor does not lose from wage restraint.
Whatever it gives up in the form of higher wage increases, it can
expect to get back in the form of lower price increases.

Such unchanging real wage gains as wages and prices
decelerate is all that the stick approach offers. The carrot
approach offers that, plus the benefits from a tax bonus. The
stick approach operates by shifting the balance of bargaining
power between management and labor. The carrot approach breaks
into the wage-price cycle by providing a tax bonus for wage earners --
and possibly”price setters -- conditional on wage and price restraint.

There are further differences inherent in the two approaches.
One difference is implicit in the fact that adherence to a carrot
scheme can be made voluntary but also would probably have to be
made universally accessible. The stick approach would have to be
mandatory but could be limited to a group of the largest firms.
Another difference would result if the carrot approach were so
formulated as to require meeting a wage guideline accurately on
penalty of losing the carrot. The stick approach proposes the

penalty to be scaled to the degree of overshooting of the guidelinme.
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Finally there is the fact that taanks te 1:3 voluntary character
and availability of a reward the carv@t appraach should be more
readily acceptable while the stick approach avoids a revenue loss
and may even yleld additional revenues.

b
Form of Tax Under Stick Approach

A penalty in the form of an increase in the corporate income
tax rate, equal to somz multiple of the excess of a wage increase over
a guideline, is one of several options. It would have the advantage
of relative difficulty of shifting the burden to consumers. It would
have the disadvantage, oun the other hand, of uneven impact as between
capltal intensive and labor intensive firms. Also, it would not be
applicable to firms with losses, although such firms are perhaps
less likely to grant excessive wage increases. The difficulty of
applying an incomes tax penalty to unincorporated business, nonprofit
institutions, and governments, would not weigh heavily if TIP is
applied only to a limited group of large corporations.

Disallowance of an excess wage increase for corporate tax
purposes would be a second option. It has the advantage of simplicity
and of having been on the statute books on prior occasions. 1ts main
disadvantage 1s greater shiftability.

A payroll tax offers a third option. Against the advantage
of simplicity of administration stands the fact that it appears to
penalize labor when the purpose of the tax is to exert pressure on

management .

1/ These and many other technical aspects are examined by Richard E.
Slitor 1a a report, '"Tax-Based Incomes Policy: Technical and Administrative
Aspects,'" prepared for the Board of Governors of the Federal Reserve System.
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The Guideline

The setting of a guideline for nonexcessive wage increases
is not as critical a decision within the TIP framework as is some-
‘times argued. The consequences of a relatively high guideline can
be compensated by more severe penalties for overshooting. The
likelihood that a relatively low guideline will be frequently over-
shot can be compensated by a more moderate penalty. The concern
that a guideline will become the minimum rather than the maximuﬁ
should be largely allayed by the favorable effects of a guideline on
wage setting in smaller firms, unincorporated businesses, and other
employers that probably would not be covered. The guideline should
embody the well-knowm principle that nationwide rather than industry
or firm-wide productivity gains are the proper standard for wage increases.
The guideline would be the sum of this long-term nationwide productivity
trend and an éhount, such as perhaps one-half of the going rate of
inflation, that would allow for the fact that inflation must be wound
down gradually rather than overnight. At the present time, this sum
might be 5.5 per cent, reflecting 2 per cent for productivity and 3.5
per cent for inflation. The guideline would have to be reset periodically,
perhaps annually, at lower levels ideally, until wage increases equal
productivity gains.

1f prices follow wages, as can be expected, labor would
not suffer from accepting a moderate guideline even if, at the
original rate of inflatioa, this guideline seemed to leave no room for

real wage increases. As inflation deceleratea, real wage gains will
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be restored to their normal level, i.e., on average equal to average

productivity gains.

Costing the Wage Increase

To establish the tax consequences of overshooting the
wage guideline, exact costing of a bargaining agreement including
all types of fringes, is necessary. This requires measuring the
total increase in compensation, including pensions, medical benefits,
cogt-of-living adjustments, improvements in working conditions,
and others. It also becomes necessary to determine the increase
per employee, or per hour worked, or per hour worked in each
differently paid employee category. 1In all probability, the best
approach would be an index of increases covering all employee
categories, weighted by hours worked.

For both types of calculation -- total increase in compensation,
and the per cent increase for a given firm -- there are well established
precedents. The Internal Revenue Service continually has to deal
with the question of what constitutes compensation and what does not.
From the experience of the Council on Wage and Price Stability and
before it that of the Pay Board, which administered wage controls
during Phase Two, the problems involved in costing out a percentage
increase are familiar. They are not simple, but they would yield

to careful writing of regulations. The task would be made easier
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if the number of firms to be covered is limited. It would be eased
. also by the fact that small differences between taxpayers and the

IRS would have only small consequences in terms of the penalty

to be assessed under a graduated penalty scheme.

If a surcharge on the corporate income tax is employed

as the tax "stick," the unit for which the wage increase must be

computed clearly must be the parent corporation, rather than

particular subsidiaries or plants. This means that a number of

bargaining units may be involved, with different wage settlements.

The fact that in such a situation management w'ould be impelled by

TIP to resist all wage increase demands, both high and low, is not a

disadvantage, however. Wage restraint, to the extent possible, should

be applied with equal strength at all margims.

Coverage
Conceptually, TIP can be applied to all employers, including

unincorporated business, nonprofit institutions, and govermments.
Penalties other than the corporate income tax would, of course, have
to be employed for some of these. In practice, limiting applicability
to the largest thousand or two thousand firms seems preferable from
an administrative point of view. The largest one thousand firms alone
cover about 26 per cent of all nongovernmental payroll employees.
These firms also are the pattern setters for wages so long as the
economy is not overheating. The existence of a guideline should help

uncovered employers restrain the demands confronting them.
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Narrow coverage would reduce a number of troublesome
administrative problems. Among these are problems of new firms,
and of merging or splitting firms.

One possible defect is inherent in narrower coverage.
The closeness of the relation of prices and wages may diminish if
coverage is incomplete. A loosening of this linkage could, of
course, occur in special circumstances. A manner of dealing with

it is outlined in the next section.

Restraining an Increase in Profits

In terms of nationwide averages, prices move with wages.
Under some circumstances, the link may loosen. Some of these instances
are not capable of being remedied. For instance, a decline in
productivity, a rise in oil prices, and the consequences of a drop in
the dollar, are '"real" phenomena which affect the availability of
goods. They are bound to affect real wages. This is not the case,
however, of a loosening of the linkage of wages andAprices that is
reflected in a change in profit margins. In the unlikely event that
deceleration of wages should fail to be followed by deceleration of
prices without any of the above noted factors being present, profit
margins would widen. The share of profits in GNP, in that event,
would rise as a consequence of wage restraint,

This contingency could be guarded against by changing the

corporate profits tax rate in such a way as to restore the after-tax

29775 O = 78 = 2
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share of profitg to its previous level. In order to eliminate the
influence of purely cyclical factors, some benchmark for the profit
share based on historical relationships might be established. A tax
designed to hold profits down to this share could be regarded as an
"excess profits tax' on the profits of the entire corporate sector.
It would fall on corporations with high and low earnings. It would
probably have a very moderate impact, thereby avoiding the familiar
drawbacks of an excess profits tax geared to.the profits of particular
enterprises. Given the close historical link between wages and
prices, thi:s "corporate sector excess profits tax" probably would
rarely, if ever, be triggered. But its existence would serve as a

protection against an adverse shift in the distribution of income.

Revenues

Neither the penalty tax oa excess wage increases nor the
“"corporate sector excess profits tax" are intended to raise revenue
although they may do so. Any revenue that does accrue could be
employed to reduce income taxes. The amounts raised by the penalty
tax depend, of course, on the level at which the guideline would
be set and on the pénalty rate on overshooting these guidelines.
The objectives in setting rates should be not the raising of revenue,

but the optimal functioning of TIP.
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That completes my testimony.
The Cuaamrman. Thank you very much, Dr. Wallich.

Dr. Okun.
STATEMENT OF ARTHUR M. OKUN, BROOKINGS INSTITUTION

Mr. Ogux. Thank you, Mr. Chairman,.
[Complete statement follows:]
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Statement by Arthur M. Okun®
Senior Fellow, Brookings Institution

before the
Committee on Banking, Housing,
and Urban Affairs
U.S. Senate

May 22, 1978

I am a proponent of a tax-based incomes policy, not because that
policy is beautiful, but because it is a lot less ugly than alternative
policy strategies. Under present policies, inflation is proceeding at a
pace that is unacceptable to the American people; it is not unwinding but
rather tending to step up; it is not susceptible to any efficient cure

from either fiscal-monetary restraint or price-wage controls.

The Preamble to TIP

Despite persistent excess supplies for more than three years, our
economy 1is suffering from an entrenched price-wage spiral with a 6-percent
rate of price increase and an 8-percent rate of pay increase. And although
the rate of price increase has been reasonably steady and well-predicted,
inflation remains public enemy #1 in the eyes of the overwhelming majority
of the American public. Currently inflation seems to be moving a bit above

the 6-percent plateau, reflecting an inevitable catch-up of nonunion wages
. .

*The views expressed are my own and are not necessarily those of
the officers, trustees, or other staff members of The Brookings Institution.
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and the consequences of several cost-raising measures taken by the
government.

Inflafion could be slowed down once more by recession, as it
was during 1974-75. But fighting inflation by curbing demand at a time
when it is not being caused by excess demand is absurdly inefficient.

It is like burning down the house to roast the pig. A wide variety of
statistical estimates that I know agree that, under current conditions,
a reduction of 1 percent in nominal GNP for 1979 would cost between 0.85
and 0.95 of a percentage point of production and save only between .05
and .15 of a percentage point in inflation. In their discussions on
fiscal policy, the Administration and Congress show that they are not
willing to pay that price; while in its decisions on monetary policy,
the Federal Reserve apparently considers it essential to pay that price.
Hence, the nation is facing the serious risk that fiscal policy and
monetary policy may be on a collision course. In light of all these
unfavorable circumstances, I simply cannot see a realistic happy ending
to the present scenario of policy.

The mémentum of inflation must be stopped -- without another
bloodletting of jobs and investment like that of 1974-75 and without a
return to the brittle and distorting controls of 1971-72. The same
opinion surveys that record the American people's antipathy toward
inflation also reveal their basic support for a mutual deescalation of
wages and prices., But because this is a decentralized economy, no single
group of private decisionmakers can stop the spiral on its own. On the
contrary, firms and unions must run ever faster to protect themselves from
higher costs being imposed on them. The spiral can be broken only with

the help of a collective, social decision.
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Tax~based incomes policy (TIP) is a way of pursuing mutual
deescalation. It is not tried and true; but the present scenario has
been tried and found sadly wanting. It is not a substitute for lower
rates of monetary growth and lower federal deficits as a remedy for
inflation, but it is a way to make possible the necessary slowdown of
money growth and turnaround of fiscal stimulus without the enormous

economic and social costs of recession.

An Outline of a Reward Tip on Wages

I speak as the inventor of the reward TIP; the original, basic-
model TIP produced by Henry Wallich and Sidney Weintraub relies on a
stick, and I sought to convert it to a carrot. I see some distinct
advantages and disadvantages in each of the two approaches. But, most
of all,I believe that either of them coul& work effectively, and that
both belong among the options from which the Congress might ultimately
select an efficient cure for stagflation.

My thinking about how a reward TIP might best be implemented has
evolved during the past six months in light of constructive criticisms
and probing inquiries that I have receilved; and I expect it to change
some more. But let me outline my current thoughts on the main features
of that program. To begin with, I would 1ike the legislation implementing
a reward-TIP for wages to be enacted for a three-year period, with the
understanding that the ceiling on the wage increase that qualifies for
the reward and the size of the tax credit would be determined annually
by the Congress. I would hope to be able to declare victory and let
TIP expire after the three-year period, but I would likg to hold open
the possibility of renewal.

As I envision it, forms would be sent to all employers in the
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nation on October 1 in the year prior to the initiation of TIP, asking
them to enlist in the program. To participate at that time, the firm
would have to pledge to limit the average pay increase for its workers
in the next year to no more than 6 percent. Pay would be defined as
wages plus private fringe benefits, and the definition of fringes would
be spelled out in detail. The pledge would leave the firm free to grant
promotionsand merit raises of any size to individual workers so long as
its overall average increase in pay was within the limit.

By participating, the firm would qualify all its employees for a
tax reduction during the year ahead equal to 1) percent of thelr wage
and salary income up to some level, say $20,000. For most workers, that
tax credit would be the equivalent of a raise a little bigger than 2
percent (before-tax). In other words, the worker would be better off
with a 6-percent raise and the tax credit in combination, than with an
8-percent raise and no tax cut. The credit would then be subtracted
in calculating the worker's withholding tax, in effect offsetting a
portion of the present payroll tax.

The firm would also be asked to state in the initial form how it
intended to measure its units of employment for the two consecutive years --
for example, as total person-hours or as full-time equivalent employees.

. It would also be asked to specify how it planned to calculate its
average wage increase -- for example, simply by using the totality of
all pay and all workers, or by weighting increases for distinct
occupational groups, plants, subsidiaries, or the like. Once the firm

made these decisions, it would be required to stick with them for the
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next tax year.

I believe that workers would strongly prefer getting the bonus
right from the beginning of the year in their take-home paychecks,
and that is why I emphasize advance commitments by firms to participate.
But some firms may be unable to predict their wage increases in advance
or might become unable to keep wages on target under some contingencies
they might encounter during the calendar year.

Hence, I think that firms should be given an option to fill out
the form, displaying an interest in the pr&gram without making a commit-
ment; they would hold open the possibility of qualifying their workers
for refunds after the year ends, if they meet the wage limit. 1In
contrast to those firms that delay their decision, any firm that makes
an advance commitment must take the responsibility of fulfilling its
pledge and must assume the full 1liability for any subsequent determination
that the reduction in withholding taxes from workers was unjustified.
Por carrying those responsibilities, the firms that sign up in advance
(not those that only qualify ex post) should receive some reward for
themselves ~—- perhaps one-fourth of the amount that is rebated to
their workers through withholding.

Thus, the key features of the plan can be summarized as follows:

1. A qualified worker receives an anti-inflationary tax credit
equal to 1k percent of his wage or salary income up to $20,000 --
equivalent to an extra ralse of 2+ percent (before-tax).

2. A vorker becomes qualified when his employer either:

A. Pledges in advance that the overall average pay increase
for the year will not exceed 6 percent (and then the worker

gets the credit in take-home pay through reduced withholding); or
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B, Reports on its tax return, ex post, that its average pay
increase for the year in fact did not exceed 6 percent
(and then the worker gets a tax refund).

3. A firm that enlists in advance (as in 2A above) receives for
itself a tax credit equal to one-fourth the total reduction in withholding
taxes granted to its workers.

Under present circumstances, I would expect the overwhelming
majority of nonunion employers to enlist in the program, with virtually
all governmental units and nonprofit institutions leading the parade.
Employees would be informed that they would receive tax credits, and, I
would expect, most would be assured by the firms that, if their relative
wage position should fall behind during the course of the program, it
would be subsequently restored. I would expect a significant fraction --
though probably only a minority -- of unionized firms to particpate
during the initial year of the program. In fact, the size of
the pay increases scheduled for the second year and third year of many
existing three-year contracts would make participation worthwhile to
the workers. 1Indeed, a substantial fraction of union contracts average
less than 8 percent over the life of the contract, even though the
average is apparently above 9 percent. As a rough guess, I would
expect that about two-thirds of all workers would be enrolled in the
program. If the Congress could afford to make the rebate 2 or 2% percent
rather than 1%, that figure might be raised to 80 or 90 percent.

Firms will want to participate in a reward TIP because -~ and
only because -- the tax credit to their workers would help them to slow

down wages; and that is the basic guarantee that the program would be
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effectively anti-inflationary. I would expect -- and, indeed, I would
want -- the average wage slowdown to be somewhat smaller than the tax
credit so that labor is initially made better off, as well as gaining
additional benefits from the subsequent slowdown of prices., I would
also expect generally favorable effects from the recognition and the
expectation of the deceleration of inflation.

Surely, the slowdown of wages in general will affect union contracts;
the influence of relative wages works both ways ~~ from nonunion to upion
sectors as well as the reverse. Moreover, the deceleration in consumer
prices stemming from the slowdown in wages would automatically have
further favorable anti-inflationary effects through cost-of-living
escalator clauses,

During the second and third years of the program, I would expect
an increasing fraction of union workers to be enrolled in it. All
participation requires an implicit understanding with employers that,
at the end of the program, any group that has fallen behind in relative
wages would require some compensatory catch~up. But with broad participation,
such adjustments would largely serve to restrain those who did not join
up, rather than to compensate those who did.

At the end of each year, employers who qualified their workers for
the credit (either by advance pledge or by ex post action) would fill out
a supplemental form on their income taxes, totalling wages and all other
deducted expenses that are classified as pay, and then dividing that
total pay by the number of employment units (say, full-time equivalent
workers or total manhours). The calculation would be made for the
latest year and for the base year, to show that the 6é-percent standard

had been met.
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There would be no monitoring, investigating, or approval or
notification of any wage change during the course of the year. The
auditing of tax returns would be the sole technique of enforcement, just
as it is now for all provisions of the income tax. In these respects,
all types of TIP contrast sharply with controls: no private behavior is

prohibited, and no advance approval from the govefnment is required.

If a firm has an acute labor shortage and really needs to raise
wages by 12 percent to get the added workers it can profitably use,
clearly it should and would stay out of the program. That firm and its
workers should then recognize that, in all fairness, they are not entitled
to an anti-inflationary tax credit. Analogously, in the case of the
investment tax credit, a firm that does not need more equipment is
not obliged to invest; but neither does it have any justified

complaint about not receiving a tax reward.

Some Features of Alternative Proposals

The advantages and disadvantages of various approaches form an
interesting balance sheet:

Revenue costs. The most obvious disadvantage of the reward-TIP
relative to the penalty TIP is that the reward costs federal revenue, and
that is a significant matter.

Scope. Secondly, the reward approach must be universal; the tax
reductions must be available to employees of the corner grocer and the
county sheriff's office as well as to those of major corporations. The
penalty approach, on the other hand, can be confined to large firms which
may be viewed as the pacesetters in the determination of wages. At a
Brookings conference last month that covered this range of subjects,

many participants viewed the opportunity for selectivity as a major
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advantage of the penalty approach, particularly because it avoided the
problems of record-keeping, informing, and auditing for very small firms.

In my personal judgment, however, that is not a decisive matter.
Small firms are now offered the opportunity of qualifying for the invest-
ment tax credit, the employment tax credit, capital gains advantages,
deductible travel and entertainment expenses, and all of the other complex
tax-minimizing provisions of the income tax. And all of these provisions
are enforced solely through the low probability of subsequent audit of
returns. But if the Congress should feel that an onerous burden would
be placed on tiny firms, then enterprises with, say, less than twenty
employees (as well as brand new firms operating in their initial year)
could be given a special exemption, enabling them to qualify their
workers for the tax credit simply by signing a pledge to adhere to the
anti-inflationary spirit of the program. Any sensible employer would
convert that into some slowdown of wages.

Special situations. Like any tax incentive program, any newly
enacted TIP will run into some special situations that can reasonably

be regarded as "inequities."

For example, some firm may have granted

no pay increases at all in the preceding year, and its workers might well
feel that they deserve the elbow room to catch up. Alternatively, another
firm might have raised pay by 10 percent on September 1 of the preceding
year; that alone would push up the calendar-year average increase of

the next year above the 6 percent hurdle, even if no further pay

increases were awarded during that calendar year. No manageable set

of provisions can "fix up" such special problems. If these are inequities,
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they are surely far less serious than the inequities imposea by stagflation.
The Congress would have to accept some imperfections to ensure an
administratively feasible and economically effective program. I

suspect that such a course would be more acceptable if the victims

of "special situations' are merely deprived of rewards rather than sub-
jected to penalties. In the history of tax legislation, "grandfather
clauses"” have been typical for newly stiffened rules, but not for new
benefits, like the investment or employment tax credits. So this
difference is another advantage of the reward approach.

In a somewhat related manner, the reward approach builds in a better
incentive for compliance by making employers liable for any unwarranted
rebates of taxation to their workers. Firms are much less likely to
risk IRS punishment for unjustified claims that benefit workers directly
than for minimization or avoidance to shave their own liability for
penalties.

Pass-through. In the penalty approach, firms that pay higher taxes
because of large wage increases may conceivably pass on the tax penalty
to their customers in the form of even higher prices. I do not view the
pass-thr&ugh as an overwhelming problem, but it is avoided by the reward
approach. .

Fairness to workers. Both the reward and the penalty TIP apply

leverage di;ectly to wages rather.than to prices. That aspect of TIP
needs to be clearly understood. Every TIP proponent knows that labor has
not been the villain in the present inflation and that wages are not out
of line on the high side. The reason for focusing on wages is quite
different. According to a vast body of statistical evidence, a slowdown

in wages is fully and reliably translated, after a reasonably short lag,
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into a slowdown of prices; The evidence on the conversion of price
slowdowns into wage slowdowns is much less clear. Some studies suggest
that a 1 percentage point slowdown in prices will slow wages by only
0.2 percentage point, while others give answers as high as 0.9. Mainly,
the problem is that economists just don't know. If we were sure that

a price slowdown would generate a prompt and substantial wage slowdown,
we could break the spiral by a direct attack on consumer prices --

for example, a federal program to "buy out" state sales taxes (or to
slash federal payroll taxes on employers). I think those steps are
well worth taking, but I do not have the faith in their effectiveness
to rely entirely on them.

At least in part, wage inflation must be the direct target of
any effective TIP, With a reward TIP, I do not see a substantive equity
problem: the average take-home pay of workers would probably be increased
a little initially, even before they benefit from a slowdown of price
inflation.

With the penalty approach, there is a problem of ensuring fairness
to workers. They would be better off before long, and would be far better
off than they would be if inflation speeds up or if it is curbed by
recession. But they are not immediately indemnified for the initial
slowdown of wages that is being induced by the tax penalty. As some see
a penalty TIP, it requires workers (and only workers) to ante up for
the deal, so to speak. Henry Wallich and Sidney Weintraub have been
sensitive to such criticisms and have suggested added provisions to

achieve equity -- like a contingent tax on any shift of income to profits,
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Problems of this sort are most relevant in the first year of
a penalty TIP, since the statistical evidence warns that it takes a little
while for a wage slowdown to be translated fully into a price slowdown.
It could help to combine the stick on excessive wage increases with a
general carrot for all wage earners in that year -- e.g. by enacting an
income-tax cut for low and middle income families or, even better, a cut
in federal payroll taxes on workers, or, best of all, a federal grant

program to induce cuts in state sales taxes.

A Price Restraint Credit?

In the search for stillgreater evenhandedness, I suggested last
fall that a tax reward (perhaps é discount on income taxes) might be
offered to those businesses that limited to 4 percent their price increases
on a value-added basis (that is, above and beyond increased costs of
purchased materials, energy, and supplies). On this proposal, the
criticisms that I have received from my professional colleagues have
generally been more adverse and, to me, more persuasive than those on
the wage reward TIP. I was searching for symmetry, but the economy has
a basic asymmetry: it is much harder to measure increases in product
prices than increases in wages. New products, quality changes, and
widely varied types of output complicate the calculation. I now believe
that a price reward can be incorporated into the program if the Congress
insists that the burden of proof ;ests on any claimant for such a tax
credit ~- that the firm is responsible to develop the kind of systematic
price indexes that would justify its deduction. But my critics would
emphasize that such an accounting task would be inherently less difficult
for large manufacturing firms, airlines, communications companies, and

utilities than for small enterprises.
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Frankly, I never expected much additional benefit in slowing
inflation from the price reward, but felt that the forging of a social
compact would be enhanced bytreating wages and prices symmetrically. Now,
however, 1 am concerned that a provision that was intended to reassure
workers might turn out to bestow tex cuts arbitrarily on big business.

At this point, I would not advocate a tax credit for price restraint,

In summary, TIP requires much more discussion and a major educational
effort; and this committee deserves our gratitude for promoting th;t
discussion. Clearly, the basic current controversy is not among alter-
native forms of TIP. Rather, it is between slowing the waée-price spiral
by some form of TIP or other innovative cost-reducing strategy, on the one
hand, and the hideous alternatives of letting inflation rip, fighting
it by recession, or suppressing it by wage-price controls, on the other.

The need to lick stagflation cooperatively and sensibly is the biggest
economic challenge facing our nation, and also one of the biggest

challenges to our democratic political process.
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The CrairMaN. Thank you very much, Dr. Okun.
Governor Lilly.

STATEMENT OF DAVID M. LILLY, FORMER MEMBER, BOARD
OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM
Mr. Licvy. Senators, I have submitted a statement in writing
and:

The Cuarman. Without objection, all these statements will be
printed in full in the record and if you would like to summarize it
would be appreciated.

Mr. Lirvy. All right. I will abstract the important parts.

[Complete statement follows:]

292775 O =78 = 3
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Testimony by David L.illy
bafore Senate Banking Comuittee
" May 22, 1978
It 1s a pleasure to be here to testify before this distinguished
cormittee on the problem of controlling inflation in our economy. I am
speaking today as a private citizen who is concerned about this problem.

As a private citizen, I have been simultaneously amazed and dismayed by

the new anti-inflation proposals. 1 am amazed by the ingenuity of the
designers of new policies like TIP, but I am dismayed because 1 believe
most of the new policies are directed at the wrong sector of the economy.
My experience as a businessman and as a member of the Federal Reserve
Board has persuaded me.that éhc_federal government plays a major rolé in
determiniing the price level and its rate of change.

It is this view--that the government plays a primary role in
creating inflation--that 1 wish to emphasize today. The importance of
&etermini;g the cause of 1nfla£ion is, of course, obvious in designing a
solution to our inflation problem. For if inflation is indeed caused
mainly by.the federal government, and if our polici